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We examine the contemporaneous and lead-lag relations between economic vari-
ables and the implied volatility smiles for three major European currency options. We
find that market speculation on currencies can have significant impact on the spot rate
and stock markets. Historical volatility of spot rate return is important for the contem-
poraneous, but not the lead-lag relation. While default spread is highly correlated with
the option implied volatility, it does not play any role in the Granger Causality tests for
the butterfly spread and risk reversal. We find that cross economic variables are more
important in predicting an economy.s currency option smile than its own economic
variables. These findings shed light on option pricing modeling by pointing out the
importance to incorporate cross underlying asset processes into the models. Cross eco-
nomic determinants may also help fill the gap between the theoretical and the practical
implied volatility skews.
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